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THE ARTICLES IN THIS ISSUE OF THE BULLETIN, 
WHICH ARE CONFINED TO THE SUBJECT OF REAL 
EsTATE AND MATTERS RELATED THERETO, HAVE BEEN 
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b 
a is 
ti 
é ti 
te 
A 
al 
fi 
| cl 
q 
| W 
se 
in 
‘ 
at 
th 
Ww 
Si 
tu 
th 
as 
The Butietin of THE New York State SocieTY st 
or CERTIFIED Pustic ACCOUNTANTS ts issued quar- 
terly to members. Copies may be obtained at the a 
office of the Society at twenty-five cents per copy. m 
All other communications relating to the BULLETIN co 
should be addressed to the Committee on Publications. of 


The Real Estate Bond Problem 


By Francis K. Stevens, Vice-President, 
BROWN, WHEELOCK, HARRIS & COMPANY, INC. 


N my opinion, real estate is one of the soundest invest- 

ments, but the soundest investment can be made unsound 
by injudicious financing. The criterion of judicious financing 
is that the income from the property will be sufficient at all 
times to meet its fixed charges, not only in normal and good 
times, but in the subnormal, such as we are going through 
today. Ifa proposition meets this criterion, then it is sound. 
Any financing that jeopardizes that position makes that prop- 
osition unsound. 

Last Spring it was clear that rentals must come down 
and the income of many of the properties which had been 
financed by bond issues would not be able to meet their fixed 
charges, thereby forcing them into default, with the subse- 
quent receiverships and reorganizations; that the bondholders 
would become panicky, sacrifice their bonds and lay them- 
selves open to the many rackets that could be perpetrated. 
The conditions under which most bonds were issued afforded 
so many opportunities to the unscrupulous of fleecing the 
innocent purchasers from the time of issue, through default 
and even into the reconstruction period, that unless some- 
thing constructive was done, real estate as an investment 
would be considered most unsafe by the public. 

Last Fall when asked to address The New York State 
Society of Certified Public Accountants, I seized this oppor- 
tunity to get before the bondholders throughout the country 
the advice not to sacrifice their bonds, but to hold on to them, 
as in all probability their loss would not be as great as it 
would be by taking the prices they were offered. Since then, 
steps have been taken to correct this. Many of the things I . 
advocated being done, are a fact today; the Roosevelt Com- 
mittee has been formed, and the lending institutions have 
combined to devise a plan which will force the safeguarding 
of the bondholders’ interests to a very large extent. 
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I will divide this discussion into three parts. The first 
will take up the issuance of bonds and their history up to 
default; the second, the period of default and while they are 
being reorganized; and the third, their reorganization and the 
probable outcome. 


Issuance of Bonds—Their History Up to the Period 
of Default 


Bond issues were not well known in the City of New York 
until after 1919. I suppose the most noted house of issue at 
that time was the S. W. Straus Company. They were very 
successful, filling a great need for the financing of properties 
in those localities where it was hard to borrow large sums of 
money; also, where the usury and redemption laws were so 
onerous that lenders were loath to loan. The states which 
have these burdensome redemption laws, in my mind, defeat 
their own purpose. I think I am not mistaken when I say 
the rate of interest is far higher than in the states where the 
lender is more amply protected. Under the above conditions, 
without loaning competition, bond issues need not exceed a 
reasonable percentage of the value of the property. In New 
York, however, savings banks are allowed to lend up to 60% 
and life insurance companies, bond and mortgage companies 
and trustees up to two-thirds of the value of the property, at 
rates not exceeding six per cent. The costs of procuring a 
loan are about two per cent. There was no incentive for an 
owner to finance his real estate by a bond issue where he 
would have to pay 6% and 6%% for his money, and the costs 
run as high as 10%, unless he could borrow a much larger 
percentage of its value than the two-thirds loaning institu- 
tions would lend him. To make these bonds attractive to 
the public, appraisals had to be obtained valuing the property 
above its intrinsic worth, and I am afraid many appraisals 
were turned out for these purposes that drew largely on the 
imagination of the appraiser for future enhancement in value. 

It has always been a wonder to me that although a great 
majority of the people of the United States own their own 
homes, they know less about the laws that govern real estate 
than anything else they come in daily contact with. They 
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think that real estate is something peculiar, and do not realize 
that it is governed by the same economic laws as any other 
commodity. If it does not earn, it cannot pay. 

There are three principal methods of financing real estate 
by securities. The first is by obtaining an institutional mort- 
gage and financing the equity with second mortgage bonds, 
debenture bonds, preferred or common stock. The second 
method is to issue first mortgage bonds, the property owner 
holding the equity or financing it with second mortgage 
bonds, debentures, preferred or common stock. The third 
method is by selling leasehold bonds against the lease of a 
piece of property, the fee, in some cases, being financed by 
trust certificates. 

The first method I will not discuss beyond saying the 
securities were from their inception a secondary lien and the 
purchasers took their chances when they bought them; the 
first mortgage might be foreclosed and the equity wiped out, 
in which case the security holders lose all, but if the property 
is able to rent for enough to pay the taxes and interest on 
the first mortgage, there is good hope for these secondary 
securities. The same reasoning holds good for the third 
method, leasehold bonds. If the ground rent was reasonable, 
there is every probability that the improved property will 
return at least enough to pay the ground rent and taxes, so 
that there need be no default in the lease. In such case, the 
worst that can happen is that these leasehold bonds will re- 
ceive little or no interest during the depression period, but in 
all probability will work out of the situation eventually. The 
main thing in these secondary holdings is that an honest man- 
agement be put in charge, and the receivers’ and bondholders’ 
committees fees be held down to a minimum, so that as 
much of the rental as possible will go to the security holders. 

Under the second method, first mortgage real estate bonds 
were sold, in many cases, to people of small means, who in- 
vested all their savings in what they considered was the | 
soundest investment they could buy, namely, first mortgage 
bonds on first-class real estate in New York City. To have 
such securities go into default and their purchasers to sell 
their bonds at 10, 15 and 20 cents on the dollar is a calamity. 
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The first shock these purchasers got was when they tried to 
borrow on their bonds and the banks and loaning institutions 
told them that these were not good security, as there was no 
open market for them. They then wrote to the house of issue 
and asked for a quotation and in many cases, the market being 
lean, the quotations would come back to them about 90 for 
a bond that they had paid 98 or par for. Sometimes they 
were sold for this amount and sometimes the owner kept 
them, depending upon the urgency for cash. Now, that gen- 
eral condition existed up to the time of default. 

I would like here to make certain recommendations for any 
future bond issues: 


First: That they be issued only to a safe percentage of 
the value of the property. 


Second: That an open market for the sale of these bonds 
be established, so that the holders will know just what they 
are being offered at. 


Third: That the amortization payments be used to protect 
this market, and that the price paid for the bonds purchased 
for amortization must be given in the annual statement. 


Fourth: That annual, or preferably semi-annual, state- 
ments must be given, showing the rental obtained from the 
property and the operating expenses thereof, so that some 
intimation can be given to the bondholders as to how their 
property is succeeding. This is required of every other com- 
pany, and it is not unreasonable to require that real estate 
companies should do the same. 


Fifth: That the taxes, interest and amortization should 
be deposited monthly with the trustee, so the owner of the 
equity cannot “milk” the property and run. 

Sixth: That no cancellation of a lease be valid unless 
made with the written consent of the trustee, and any money 
paid for such cancellation shall be deposited with the trustee 
until the premises can be rerented. 

The reason for my advocating the fifth and sixth recom- 
mendations is that when the owner of a piece of property 
begins to see that it is going to get into trouble and he is in 
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danger of losing it, his first instinct is to save whatever he 
can for himself out of the ruin. Taxes are paid semi-annually ; 
interest and amortization payments are also generally made 
semi-annually. Accumulation of these sums in six months 
time mount up to a very considerable number of dollars. As 
an example, there was a piece of property in the heart of 
New York City on which a bond issue of $1,900,000.00 was 
issued. At the time of the issue the store and basement were 
rented to a financial institution and several of the upper floors 
to one tenant. The income from these two spaces went a 
long way towards paying the interest, amortization and taxes 
on the property. These two tenants had leases running for 
a long term of years, made at high times, and were above the 
market in 1931. The owner seeing that the property was 
about to get into trouble, agreed to cancel the leases of these 
two tenants on the payment of a large sum of money—I was 
informed it was approximately $300,000.00. The owner did 
not pay the taxes, amortization and interest, six months’ 
accumulation of which must have amounted to $125,000.00. 
Taking the above items, together with the rents that he col- 
lected prior to losing control, it is very probable that he was 
able to collect between $400,000.00 and $500,000.00 before he 
dropped this property. When the property was turned over 
to the bondholders’ committee, they received a building so 
depleted in tenancy that it was unable to meet the taxes and 
operating costs, in a market where it was almost impossible 
to get new tenants for the vacant space. Yet the owner got 
away with between $400,000.00 and $500,000.00 in cash. There 
was a very good article published in the April issue of the 
Atlantic Monthly, entitled “Milking Time,” which described 
conditions similar to the above. 


The Period of Default 


As soon as either interest, amortization or taxes are in 
default according to the terms of the mortgage, the trustee 
should apply to the court for the appointment of a receiver ’ 
to protect the interest of the bondholders. A bondholders’ 
committee should be formed, the bonds deposited with this 
committee, the property foreclosed and the bondholders pur- 
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chase the property. For illustration, I will take a theoretical 
property, in explanation of which I would like to preface by 
saying it is my opinion that the fair return on real estate 
over a period of years should average approximately 7% net. 
In boom years it may return more, say as high as 10%, in 
subnormal and depression years less, say 442%. We will 
take a piece of property worth $1,000,000.00 on which a bond 
issue of $800,000.00 has been placed, paying 6'%% interest, 
the principal to be amortized over a period of years, we will 
say starting at the rate of 2% per annum, which would amor- 
tize it in about 24 years, if the annual amortization is in- 
creased by the same amount as the interest is decreased. In 
abnormally high times, such as 1927, 1928 and 1929, the first 
set of figures shows a return on the equity of $32,000.00; the 
second set of figures shows a return in normal times of only 
$2,000.00 on its equity, and the third set of figures is in sub- 
normal times and shows a deficit of $23,000.00, when the 
property would be in default. 


Abnormally High 
Value of property .$1,000,000.00 Net return in 1928—10%.... $100,000.00 


Bond issue ....... 800,000.00 @ 6%% and 2% amortization 68,000.00 
S 200000:00° Equity retutn $ 32,000.00 
Normal Average 
Value of property.$1,000,000.00 Net return—7% ............. $ 70,000.00 
Bond issue ....... 800,000.00 @ 61%4% and 2% amortization 68,000.00 
Sub-normal 
Value of property.$1,000,000.00 Net return—4%9 $ 45,000.00 
Bond issue ....... 800,000.00 @ 6%% and 2% amortization 68,000.00 
$ 200,000.00 Equity return—Deficit ....... $ 23,000.00 


In this period of default, unfortunately the legal conditions 
under which we are forced to work make it a very costly 
period for the bondholders. Everything should be done to 
make this period as short as possible. In the first place, the 
receiver is appointed by the courts. (Here is a chance to pay 
off political debts by these appointments.) His fees in this 
State are fixed by the courts and run as high as 5%. In 
addition, he has the right to employ counsel and appoint 
agents to take care of the property, all of which charges are 


in. 
in 
inj 
for 
Mi 
sib 
am 
wh 
ex] 
ma 
hot 
dey 
so 
an 
: col 
arr 
pet 
eX] 
pat 
acc 
cal 
hoi 
sug 
col 
or 
spc 
his 
the 
mi 
the 
pos 
bor 
ap] 
ing 
ret 
mo 


in addition to his own. As the owner still has a legal interest 
in the property until the actual foreclosure sale, he can by 
injunction, etc., delay foreclosure, and there is no incentive 
for the receiver to hurry the procedure only to lose his job. 
Minority bondholders’ committees are often formed, osten- 
sibly to safeguard the interests of the bondholders, but I 
am afraid in many cases only to try to work into a position 
where they can hold up the majority and be bought off, all 
expenses of which mitigate against the best interests of the 
majority bondholders; therefore, it is most necessary that an 
honest bondholders’ committee be formed and the bondholders 
deposit their bonds as soon as possible with this committee, 
so that this committee can bring the property to foreclosure 
and get it out of the hands of the receiver. The bondholders’ 
committee should go to a loaning institution and make 
arrangements to borrow as little as necessary to pay the ex- 
penses of the foreclosure, the receiver’s fees, their own 
expenses, and those necessary to form the reorganization com- 
pany. The temptations for a bondholders’ committee, on 
account of the fees that they receive and the expenses they 
can run up, are not unlike those of the receivership, so an 
honest committee should cut both time and fees to a minimum. 

My recommendations for this default period are as follows: 

First: That the court should appoint as receiver a person 
suggested by the trustee or bondholders’ committee, and who 
could at any time be discharged at the request of the trustee 
or the bondholders’ committee; therefore, he would be re- 
sponsible to the trustee and the bondholders’ committee for 


his appointment, and it would be to his interest to manage 


the property for the benefit of the bondholders or their com- 
mittee, and to make his fees and management satisfactory to 
them. 

Second: That the bondholders’ committee, as soon as 
possible, formulate a plan for the reorganization based on 
borrowing as small an amount as is necessary, and obtain an 
appraisal from the most reputable appraisers as to the operat- 
ing expenses and their best judgment of what reasonable 
return may be expected from the property when times become 
more normal. 
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Third: That the bondholders’ committee be honestly ad- 
ministered, their fees be at a minimum, preferably to be ap- 
proved as reasonable by the loaning institution making the 
loan, as well as by the court, and that the properties be turned 
over for permanent management as soon as possible. 

Fourth: That the loaning institutions in the section in 
which these properties are situated make arrangements to 
take care of the necessities of these properties and provide 
funds for this purpose in cases where they are deemed worthy 
of help. The Reconstruction Finance Corporation should 
make available funds, through the loaning companies, should 
the loaning institutions in that section be unable to do so 
themselves. These loans should not run over 25% of the 
bond issue, if as much as that. 

Fifth: That loaning companies refuse to finance any 
reorganization plan, unless they are satisfied it is sound and 
the fees moderate. 

The Reorganization Period 

I set out the same theoretical property showing a reorgan- 
ization plan. Assume that the return is $45,000.00 under the 
subnormal conditions and that all the bonds have been de- 
posited with the bondholders’ committee. The back taxes, 
interest, receiver’s fees and bondholders’ committee charges, 
etc., plus a small amount of cash to take care of the property 
until the returns from it are available, would necessitate a 
mortgage of, say, $125,000.00, at 6%. Four hundred thousand 
dollars, or 50% of the par value of the bonds, are given to the 
bondholders in 5% cumulative preferred stock, callable at 
par on any interest date, and for the remaining $400,000.00, 
or 50% of the par value of the bonds, the bondholders are 
given common stock, on which no dividend would be paid 
until after the mortgage and preferred stock have been paid 
off. The set of figures below show a surplus income of 
$17,500.00 which would be used to pay off the principal of the 


mortgage. 

Value of property........... $1,000,000.00 Return............ $45,000.00 
First mortgage $125,000.00 @ 6%.........+.es00- $ 7,500.00 

50% 5% Cumulative preferred stock $400,000.00..... 20,000.00 $27,500.00 
50% Common stock—$400,000.00—No dividend. 
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When times become normal and the net return is $70,000.00, 
the first mortgage being paid off, the surplus income would 
be $50,000.00, which would be used to pay off the cumulative 
preferred stock. Probably in 12 years the common stock 
would own the property worth $1,000,000.00 free and clear 
and with an income of $70,000.00, which had cost them only 
$400,000.00. The best they had expected when they bought 
the bonds, was that they would get their capital back and 
6%4% on their money. If they had sold their bonds at $25.00 
for each $100.00 bond, or 25c on the dollar, instead of staying 
with the proposition to the end, they would have had to invest 
the $25.00 at $10% to equal the income they would get from 
the preferred stock, and their capital would have to multiply 
700% in the twelve years. 

Now this theoretical picture is not, in my mind, an unduly 
optimistic one and I believe that the average first mortgage 
bonds issue, if honestly administered, has the same possibili- 
ties. My recommendations are: 

That a committee be appointed of five outstanding busi- 
ness men in the section in which the properties are situated, 
with no legal or real estate connections, either by the loaning 
institutions or the chamber of commerce, who would act 
as a managing or consulting committee; they would pass on 
the reorganization plans of the bondholders’ committees and 
say to them: “Here are the names of so many real estate 
agents in that section, any one of which we would approve 
of to manage the property.” (If it be an hotel, “such and 
such a management would be acceptable to us.”) “The funds 
and voting trust certificates must be deposited with one of 
the following banks or trust companies in that section, who 
will act in a fiduciary capacity in sending out the checks, re- 
ceiving the rents as collected by the agent, act as officers of 
the reorganized company, hold the annual meeting and vote 
the stock, etc.” I believe such depositaries would not charge 
over one-half of 1% of the gross income collected in connec-_ 
tion with the deposit of the accruing rentals, etc. This com- 
mittee of business men would direct the policy of leasing the 
property and the agents would consult with them on the man- 
agement. They would pass on the question of selling the 
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property at any time during the reconstruction period, should 
offers be made for it. I suggest their compensation should 
be fixed at one-half of 1% of the gross returns from these 
properties. This might possibly have to be raised if there 
were not many properties in the district; however, the cost 
to the bondholders after the reorganized company had been 
formed should not run over 1% or 2% of the gross return, 
exclusive of agent’s fees. The voting trust certificates should 
be held by the depository trust company or bank, and the 
time of the voting trust should not run for more than three 
or five years, at which time it can be extended or not, as the 
security holders deem best. A statement should be issued 
once a year or oftener, giving the condition of the company, 
showing the book value of the preferred and common stock, 
so that the holders thereof would not dispose of these at ridi- 
culous figures. As far as possible, all transfer transactions for 
these securities should be made in an open market, so their 
prices will be recorded, and when the time comes to call the 
preferred stock, it should be bought through this market as 
the funds permit and it is possible to obtain up to, but not 
exceeding, the call price. 

In my recommendations I have asked the loaning institu- 
tions, chambers of commerce, business men, bondholders’ 
committees, trust companies, etc., to take a hand in these real 
estate bond reorganizations for very little pay, when they can 
well say, “We were not responsible for them, why should we 
bother about them.” This statement may be true, but the 
good name of real estate in all sections of the country is at 
stake, not because real estate is a bad investment, but because 
it was badly financed and is asked to do more than it was 
intended to do. Let us all exert our influence and give of 
our time so that the losses on these properties will be minim- 
ized as much as possible. 
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d Present Day Problems in 

se 

Real Estate Finance 

st By Max Fink, C.P.A. 

on Chairman, Society’s Committee on Real Estate Accounting. 

: HE problems of real estate are important because with 
: an assessed valuation of over one hundred and twenty- 
. five billion dollars of real estate in the United States, real 
“fe estate represents more than one-half the value of our entire 
: national wealth. Real estate is also the source from which is 


derived a large part of our national income. 
- Our traditional method of financing real estate has been 


im. to borrow on first mortgage, usually from some lending in- 
lt stitution, at a moderate rate of interest, from 50% to 6624% 
ve of the appraised value of the property, the owner supplying 
rs the balance. First mortgages usually run from three to five 
he years and ordinarily are not amortized. The principal lenders 
” on real estate first mortgages have been the life insurance 
aoa companies, saving banks, building and loan associations, trus- 
tees, title guarantee, mortgage and trust companies, and 
ae private individuals. 
rs 


The legal reserve life insurance companies at the end of 
eal 1931 had over seven billion dollars or 38.4% of their total 
assets invested in real estate first mortgages. The mutual 


via savings banks had close to six billion dollars, or 51.8% of their 
he total assets so invested. And the building and loan associa- 
at tions had close to eight billion dollars, or about 88% of their 
aa assets similarly invested. 

ra Title, guarantee, and mortgage companies when making 
of loans on first mortgage often divided the mortgages into 


shares, guaranteed the payment of interest and principal, and 
sold the certificates to the investing public as guaranteed first 
mortgage bonds. The profit to the guaranteeing company 
was usually one-half of one per cent represented by the differ- - 
ential in interest. 

Up to recently, in addition to borrowing on first mortgage, 
it was also customary for some owners to borrow on second 
mortgage. These second mortgage loans were usually made 
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by individuals who would charge a discount of from 3% to 
5% per year in addition to the legal rate of interest for 
making the loan. These second mortgages also usually ran 
for from three to five years and provided for monthly, quar- 
terly, or semi-annual amortization. The amount borrowed 
on second mortgage when added to the prior first mortgage 
ordinarily ran up to from 75% to 85% of the value of the 
property. Sometimes third and fourth mortgages were placed 
on properties, but these usually represented purchase money 
mortgages taken back on previous sales, and not direct loans 
on the property. 

In recent years, coincident with the construction of large 
scale real estate undertakings, a method of financing real 
estate through the medium of real estate mortgage bonds, 
preferred and common stock, was usual. The real estate 
mortgage bonds took the form of first mortgage, second mort- 
gage, or leasehold bonds, and were sold to the investing public 
by underwriting bond and investment houses as shares in large 
mortgages. The first mortgage bonds were different from 
the guaranteed first mortgage bonds up to this time sold by 
the title and mortgage companies in that first, they were not 
guaranteed, and second, they provided for high interest rates 
and liberal sinking fund deposits. They were also often based 
on extravagant valuations. 

The present day financial problems of real estate are due 
mainly to three causes: overbuilding, the business depression 
and injudicious financing, with high real estate taxes as a 
contributing cause. 

The neglect of construction during the World War created 
a housing shortage. With competition between tenants for 
available space, rentals were increased and the value of exist- 
ing structures enhanced. These conditions, together with 
the existence of an oversupply of funds and reduced yields 
to be derived from securities, due to inflated market values, 
all favored the construction and financing of new buildings, 
and that, in spite of the high cost of labor and materials en- 
tering into the cost of construction. Tax exemptions in many 
localities also favored new construction. The exceptional 
boom conditions of business in the years just prior to 1929 
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tended also to further encourage new building, with the result 
that even prior to 1929 an overbuilt condition already existed. 
Overproduction brought with it vacancies, reduced rentals 
and depreciated real estate values. The business depression 
commencing in 1929, by further reducing the demand for . 
space, and progressively drying up all incomes, tended fur- 
ther to aggravate the already existing unfavorable conditions. 

The extent of the shrinkage in income from real estate 
from its high mark, due to reductions in rents, vacancies, and 
collection losses has been variously estimated by competent 
authorities, to be from 20% to 50%, and more in the case of 
some properties. 

During the period of rising rents and real estate values, 
real estate taxes were boosted apace, to meet ever increasing 
municipal commitments. These taxes have not come down 
in keeping with reduced values, and represent an added hard- 
ship to already burdened real estate. 

While properties financed with conservative first mort- 
gages, owing to the moderate fixed charges, and the cushion 
of safety above the mortgage of from 3314% to 50% of the 
value of the property, have experienced the least difficulties, 
properties financed on the basis of peak rents and inflated 
values, have found the present income of the property insuffi- 
cient to pay operating expenses, real estate taxes, and interest 
on mortgages, and that even when such properties were en- 
cumbered only by first mortgages. 

Properties encumbered with first and second mortgages, 
with requirements for high interest rates and amortization, 
have experienced greater difficulties. 

The properties encumbered by recent bond issues, owing 
to the inordinate fixed charges for interest and sinking fund 
requirements, have found themselves in the greater trouble. 
In fact it has been authoritatively stated that 60% of the out- 
standing real estate bond issues are more or less in difficul- 
ties. When it is remembered that beginning with 1919 and 
up to 1929, it has been estimated, that from eight to ten 
billion dollars of these real estate bonds had been issued to 
the public, the magnitude of this problem to real estate can 
be judged. 
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In time, the unfavorable causes affecting real estate will 
become inoperative. In the past few years, with the existence 
of an oversupply of space and a scarcity of funds for financing 
building construction, substantially very little new construc- 
tion has been undertaken. A return to normal conditions of 
business and the reestablishment of customary incomes, will 
introduce a demand for increased business and commercial 
space and improved residential quarters, which will absorb 
the present surplus space. Property incomes will come back 
to normal and the difficulties of real estate will disappear. 
The present day problem of real estate is to tide distressed 
properties over the existing critical period. 

Several remedies have been suggested to help distressed 
properties in the present situation. First, real estate taxes 
should be reduced in keeping with lessened incomes and real 
estate values. Second, where property income is insufficient 
to pay operating expenses, real estate taxes, interest and 
amortization on mortgages, mortgage amortization should 
be waived. And, where the income of a property is insuffi- 
cient to pay operating expenses, real estate taxes and full 
interest requirements on mortgages, the rate of mortgage 
interest should be reduced in keeping with the reduced prop- 
erty income. 

Unless municipal authorities see fit to reduce real estate 
taxes in keeping with present real estate income and market 
values, more and more properties will fall in arrears in the 
payment of real estate taxes, and a point may be reached 
where reduced tax collections will impair municipal credit. 

Holders of mortgages on distressed properties who are 
unwilling to waive amortization and reduce interest where 
necessary, will find that their alternative, to foreclose in 
case of a default, is something not always to be preferred. 
Should the property be overfinanced, it is quite likely that 
the market value of the security acquired on foreclosure will 
not be equal to the face amount of the mortgage. And, in 
any event, the mortgagee probably is getting already all the 
income in the property that is left after paying operating ex- 
penses, and real estate taxes. Should the mortgagee take 
over the property on foreclosure, there would be lost out of 
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the income of the property the expenses of the foreclosure 
and the expense of outside management. Very often when 
an owner anticipates a foreclosure he allows unpaid real estate 
taxes and other expenses to accumulate, and these expenses 
the holder of the mortgage, should he bid in the property, has 
to take care of. Institutional mortgagees must be particularly 
wary of taking over too many properties on foreclosures ; aside 
from the added burden of caring for the additional properties, 
there is the danger of acquiring frozen assets which ultimately 
may affect the liquidity and even the solvency of the in- 
stitution. 

Where a mortgagee has reason to believe that the owner 
is determined to drop the property and that he is staying on 
merely for the purpose of “milking” the property, then the 
mortgagee should institute foreclosure proceedings at once- 
so as to conserve the property income. 

Aside from the foregoing considerations, foreclosures 
should be avoided, not only because of their bad affect on the 
foreclosed property—loss of prestige and reputation and the 
unfavorable affect on tenants and rentals by reason of the 
foreclosure—but because of the general affect of numerous 
foreclosures on the real estate market. Every foreclosure of 
real estate helps to lower the rentals and market value of 
other real estate, and the cumulative affect is, sooner or later, 
to demoralize entirely the market for real estate. 

By and large, it is for the best interest of all concerned to 
keep the owner in the property. He, by reason of his past 
experience with the property, is ordinarily best able to manage 
it, and aside from his self-interest in the property and the 
opportunity afforded him of saving his equity, his general 
retention in the present situation will act as a stabilizing 
influence. 
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The Valuation of Real Estate 
on the Balance Sheet 


By Leonarp Levine, C.P.A., 
of LEONARD LEVINE & COMPANY 
Member, Society’s Committee on Real Estate Accounting. 


URING a period of comparatively stable commodity 

prices and rentals, the problem of valuation of real estate 
on the balance sheet is relatively simple compared with the 
task that confronts accountants during a period of readjust- 
ments in commodity prices and rentals such as we are now 
passing through. The common practice for accountants dur- 
ing a period of minor fluctuation in commodity prices and 
rentals is to set up the real estate on the balance sheet at 
cost less a reserve for depreciation and obsolescence. 

The rate to be used for the purpose of determining the 
depreciation and obsolescence, in most cases, has been fairly 
well fixed by studies made by engineers and the Federal 
Income Tax Department, and experience is gradually closing 
whatever differences of opinion there may be between the 
taxpayer on the one hand, and the Income Tax Bureau, on 
the other. 

After we have taken our original cost of land and buildings 
and provided a proper reserve for depreciation and obso- 
lescence, have we on the basis of the net depreciated value, 
arrived at the true value of that real estate? When we, as 
accountants, certify to the correctness of the values of the 
various items as set up on the balance sheet are we properly 
reflecting the true value of real estate at the present time 
if we are continuing to set it up at cost less reserve for de- 
preciation and obsolescence? We all know that the readjust- 
ments that have taken place in commodity prices affecting 
our inventories and the value of our outstandings, due to 
bankruptcies, and even in the value of our cash in banks due 
to the closing of banks, have seriously affected our net worth. 
Can it be that the value of our real estate has not been affected 
by the various forces at work during this period of readjust- 
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ment? Are we still justified in continuing to carry our real 
estate at cost less depreciation and obsolescence? If not, 
on what basis shall we determine the value of real estate and 
who is to be the one to assume the responsibilty for the 
determination of its value? We know that the cost less re- 
serves for depreciation and obsolescence, the assessed value, 
and the appraised value are rarely the same; we also know 
that it is quite rare for two appraisers to give us the same 
figure of present value. After all, these appraisals are matters 
of opinion even though based upon thorough research. Are 
we, as accountants, to attempt to add to our many respon- 
sibilities the one of attempting to determine the present value 
of real estate on the balance sheet? 

Let us examine some of the factors which cause fluctua- 
tions in the values of real estate in order that we may get a 
better idea as to what our responsibilities should be. When 
we discuss the term “value,” we must differentiate between 
the different types of values that a piece of real estate has. 
There is market value, assessed value, appraised value, value 
based upon the present value of land plus cost of reproduction 
of the building, and there is the value based upon the earn- 
ings or true income which a piece of property would yield. 

We shall confine ourselves to investment property to the 
exclusion of any non-investment property. The market value 
represents the value of a property as established when a 
buyer willing and able to buy meets a seller willing and able 
to sell. However, a sale does not in itself create value. Value 
is created by economic and social conditions. A sale is merely 
the expression of a judgment of value. The value is not what 
a person is willing to pay for a certain parcel of real estate but 
is what someone is justified in paying for that piece of real 
estate. The assessed value is one which is established for the 
purpose of taxation and may be high in a community which 
has a low tax rate or low in a community having a high tax 
rate. The methods used to arrive at the assessed value, espe- 
cially where these values may be affected by political influence, 
do not give us a true picture of the value of that property. The 
value based upon reproduction costs is not a true value as 
we have learned from our experiences of a few years ago 
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when the costs of reproduction were inflated and subsequent 
earnings were unable to justify those inflated costs. 

The appraised value arrived at by an appraiser following 
the procedure laid down by the National Association of Real 
Estate Boards in their standard of appraisal practice should 
give us a very close approximation of the true value. Their 
standards of practice take cognizance of the last method of 
determining value which I have outlined and that is the value 
based upon the income. Of course, many questions will arise 
as to the method of capitalizing the income. However, I 
shall not attempt to go into a discussion as to whether income 
should be capitalized on one basis or another, but merely to 
point out that it is an important element in the question of 
determining value. We know that if a piece of property 
was built to rent on a certain basis and the property is unable 
to rent on that particular basis, there has been a drop in the 
value of that property in proportion to the drop in the income 
that was expected. 

We, as accountants, do not hold ourselves out as apprais- 
ers of the value of real estate, but we can certainly determine, 
by information that comes to us in the examination of the 
accounts of a concern, whether or not there has been a seri- 
ous fluctuation in the value of a piece of real estate which 
is ordinarily carried at cost less reserve for depreciation and 
obsolescence. 

What are some of the factors affecting the value of real 
estate which we, as accountants, should be apprised of and 
take cognizance of when we are confronted with the problem 
of whether or not real estate should be carried at cost less 
the reserves? There may have been excessive costs in the 
building of the property which the income will not justify; 
there may have been improper improvements or overproduc- 
tion in that particular type of real estate which would materi- 
ally affect the income. There are economic changes which 
materially affect the value of property, such as the discovery 
of new natural resources, cost of development of natural re- 
sources which are less than in other parts of the country 
thereby possibly causing real estate in a particular section to 
become valueless for a considerable period of time. Changes 
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in standards in other parts of the world, development of trans- 
portation and power, all have their effect upon the value of 
real estate in the sections which they cover, and sometimes 
even reach beyond. 

An accountant should be thoroughly familiar with the 
effects of changes in commodity prices. A rising commodity 
index (rising price) causes an increase in the cost of building 
construction, which leads to an increase in the reproduction 
cost of property, which brings about an increase in rentals, 
which leads to an increase in capitalization value in property, 
thereby causing an increase in the market price of property. 
The falling commodity index produces somewhat opposite 
condition and results. During rising commodity prices, com- 
modity prices and construction costs rise together; during 
falling commodity prices, commodity prices and rentals fall 
together. The reason for this is clearly evident because com- 
modity prices and labor costs tend to rise together without 
any appreciable lag; on the contrary, during a period of falling 
commodity prices, rents and commodity prices tend to fall 
together for the reason that commercial rents are more or 
less set by the price volume (gross business). Construction 
costs usually lag behind decreasing commodity prices and 
rentals due to the fact that history shows that in all price 
recessions labor has always stubbornly resisted cuts in wages. 
We have an example of this before us at the present time 
when we find that labor in the building trades is first re- 
adjusting itself, almost three years after the beginning of 
this present period of readjustment. On the other hand, 
rentals always tend to adjust themselves to reproduction costs 
during a rising commodity index. 

The accountant, in his practice should be cognizant of 
these changes in the commodity index and economic condi- 
tions because it is only through his thoroughly understanding 
these various changes which are taking place that he will 
realize their effect on the income of the real estate and its 
value. 

Having determined that changes are taking place in the 
value of the real estate, of which the accountant has become 
aware, how far should the accountant go in attempting to 
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reflect these changes on the balance sheet? He now becomes 
confronted with the various factors and interests which will 
be affected by any change in the value of real estate on the 
balance sheet. There are the interests of the stockholder to 
be considered; there are the interests of the Government; 
there are the interests of the lender to this real estate com- 
pany. Only a short time ago the accountant was besieged 
with requests to increase the value of real estate on the books 
of various companies, because of the high rentals prevailing, 
high construction costs and the establishment of factitious 
values by transactions setting up values through the manipu- 
lating of speculators as distinguished from the investors. 

We now see that adjustments increasing the valuations 
of real estate at that time were economically unsound and 
the stockholders and lender today is, in many cases, suffering 
from the abuses indulged in. 

The Government in collecting income taxes received no 
benefit from writing up the assets and at the present time 
will take no loss and will not be affected if we were to write 
down the value because it does not permit the inventorying 
of real estate which is held for sale for the purpose of calcu- 
lating the income subject to Federal income taxes. 

The question of writing down the asset of real estate at 
the present time is a delicate question. The question arises 
as to whether or not a few years from today, were we to 
write down the value of real estate in many instances, our 
judgment today would prove at some future date to be faulty. 
However, we, as accountants, should aim to take that posi- 
tion which conservative practice would seem to dictate. We 
have always been taught to take cost or market, whichever 
is the lower, in inventories; the question remains as to how 
far we would be justified in going at the present time in real 
estate. We are aware of the fact that the values of real 
estate have been seriously affected, that their rental incomes 
have been reduced. In reflecting the value of real estate on 
the balance sheet, I believe that some cognizance should be 
taken of these reduced values. However, before proceeding 
along that line I should like to be assured that these reduced 
values will not have to be revised upward within a year or 
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two. Frequently, changes in the values of real estate on the 
books might lead to suspicions of manipulations. These 
changes must affect the stockholder and lender because they 
would naturally affect the income by changing the basis for 
the depreciation and also changing the equity of the stock- 
holder. This would necessarily raise many questions and 
difficulties which we could not foresee at the time that a 
change was made in the value of real estate on the balance 
sheet. 

However, we must realize that in presenting a balance 
sheet whether it be to the stockholder, the lender or to any 
other interested party, we, as accountants, are interested in 
presenting the true financial condition as of the date that 
that balance sheet is prepared, and if the real estate which 
is carried on the books of the company at the present time 
at cost, less reserve for depreciation and’ obsolescence, is 
not the true value at the present time based not only upon 
the present earnings but also upon expected earnings over 
a period, as determined by a qualified appraiser, we should 
try to determine how far we, as accountants, are expected 
to proceed in assuming the responsibility for any of these 
reserves that we might have to set up. 

There should be a clear understanding as to the respon- 
sibilities of the appraiser and the accountant so that when 
the accountant certifies as to the true financial condition of 
a company he can do so without any mental reservation as 
to the value of the real estate on the balance sheet. 
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Some Real Estate Accounting 
Problems 


By Ernest WILLvonsepER, C.P.A., 
of BERGEN & WILLVONSEDER 
Member, Society’s Committee on Real Estate Accounting. 

T a time like this, when every fundamental of the real 

estate business seems to be dislocated, it appears prudent 
to see whether past accounting practice fits presentday con- 
ditions. Practices established on the basis of experience in 
the past and accepted as sound need to be reviewed, for 
changed conditions frequently upset what appeared to be 
axiomatic truths. The practice has been creeping in of for- 
mulating accounting procedure on the basis of tax regula- 
tions. We accountants know that tax regulations do not 
always coincide with accepted accounting procedure. This is 
not an income tax discussion, but one having to do with sound 
accounting practice designed to reflect transactions fairly and 
with due regard for conservative results. 

The first problem we advance is the accounting procedure 
to be followed in case of repossession, either by foreclosure 
or by a deed given with either a nominal consideration or no 
consideration whatever. As an example, let us assume that 
your client has sold a piece of real property at a profit. The 
property has been held subject to a first mortgage by your 
client and he sells his equity for part cash and the remainder 
in a purchase money mortgage. Subsequently, the property 
comes back to him because of a default on the part of the 
purchaser. A problem is now presented as to what to do 
with the profit which was realized when the property was 
sold. If repossession takes place in the same accounting 
period in which the sale occurred, we have at our command 
a wider option of treatment than we have if repossession 
occurs in a subsequent accounting period. There was, of 
course, a true profit when title was passed and subsequent 
repossession is merely the acquisition of the same piece of 
property at a new price. As a matter of ordinary accounting 
procedure, the apparent thing to do is to reinstate the property 
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in place of the purchase money mortgage then on the books. 
The ordinary theory that your client happened to sell to a 
weak customer may fall away, for today properties come back 
because of real estate market conditions. Should we not 
further reduce the new book value by crediting it with the 
amount of the previous profit? Where the repossession occurs 
in a subsequent accounting period, the profit has been taken 
in and perhaps dividends have been paid out of it. To credit 
this profit against the new book value will require a surplus 
charge and may be open to objection on the ground that the 
accountant is attempting an adjustment in the nature of an 
appraisal. The situation becomes still more interesting where 
a piece of property has been sold at a loss and then comes 
back. If this occurs in one accounting period it would be an 
obvious inflation of value merely to reverse the loss entry, 
particularly if the cash received was small. The accountant 
who is confronted with such a situation knows his client was 
prepared to take a loss, and actually sold the property at a 
loss, and he knows that the subsequent purchaser was also 
willing to take a loss amounting to the cash paid at the time 
of the sale rather than continue as owner of the property. 
In such a case it appears that the equity in the property should 
come back on the books for the book value of the purchase 
money mortgage, and that the loss taken at the time of sale 
should not be disturbed. 

If any of us find among our clients, at the present time, 
an owner who is able to sell a piece of property at a profit, it 
may be advisable to defer the profit so that it will be taken 
in only when the purchase money mortgage has been paid. 
Where this procedure was followed in the past, the questions 
just discussed are academic. Whether such a practice is ad- 
visable under ordinary circumstances is open to question, 
for it is merely another way of saying that profits are not to 
be taken until they are realized in cash. None of us would 
advocate such procedure in the everyday sales of merchandise 
on a credit basis, but considering the demoralized condition 
in the real estate field, it appears worthy of consideration in 
recording such profitable real estate sales as may occur today. 

At a time like this, when many people are pressed for 
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cash, it is not unusual that real estate owners are approached 
with offers of discounts for anticipating the payment of a 
mortgage payable. Let us assume that you can boast of a 
client affluent enough to avail himself of an opportunity to 
pay off a mortgage on his building at a discount. From a 
tax standpoint, we know that this discount is taxable income 
and the accountant will record the item as a financial income; 
that is, an income produced through the financial ability of his 
client to anticipate an obligation and thereby to make a profit 
not in any way related to the building itself. Considering 
the present sharp decline in realty values, it may be advisable 
to alter our procedure and to use the opportunity that such 
a transaction affords to cut down the book value of the equity 
in the building. 

A subject which occasions much trouble at the present 
time is that of mortgage bonuses receivable. A divergence 
of opinion has always existed as to the time when this source 
of income should be considered as having been realized. One 
way to treat it is to take it in as profit as soon as the loan is 
made, for the bonus is generally deducted from the first pay- 
ment; another is to prorate it over the period of the loan as 
part of the interest; and a third is to take in a proportionate 
amount whenever any part of the principal is returned, or 
to take it all in when the loan is repaid. The question is acute 
at this time because many loans receivable on real property, 
whether they be mortgage or building loans, are being con- 
verted into real estate by foreclosure. Where no part of the 
bonus has been taken in as profit, it appears sound to reduce 
the value of the building at acquisition by the amount of the 
bonus which is on the books as a deferred credit. Where 
some part or all of the bonus has been taken in as profit, the 
questions arising are about the same as those already raised 
in connection with foreclosure. Whichever procedure is 
proper should apply equally to the mortgagee and to the 
mortgagor. In other words, the mortgagor should write his 
discount off just as the mortgagee considers it earned. This 
uniformity does not exist. 

A further common occurrence today is to find your clients 
paying interest on first mortgages where they hold seconds. 
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The question immediately arises as to whether these pay- 
ments constitute additions to the existing second mortgage 
or whether they are an accounts receivable. Sometimes the 
indenture answers the question, but sometimes it does not. 
Where such a condition confronts you, is it proper to accrue 
the interest receivable on the second mortgage? The owner 
of the building may ultimately find his way out and pay your 
client the interest which he advanced on the first mortgage, 
as well as the interest on the second, but on the other hand 
your client may ultimately become the owner of that prop- 
erty. If he does, the interest which you have accrued and 
which has been credited to income will then become a part 
of the cost of the building to your client. If you stop accruing 
this interest immediately after default, the interest, if ulti- 
mately received, may go into a subsequent accounting period 
and if it is not received the cost of the building to your client 
will be that much less, when he is obliged to acquire it, and 
under present conditions the accrual of interest on a defaulted 
mortgage should certainly be open to serious question. 


The accounting procedure on unimproved property also 
appears to be in line for some revision. In spite of the incon- 
sistencies of tax rulings, it has been considered fundamental 
that carrying charges on unimproved property are capital dis- 
bursements. Theoretically, the value of the property is en- 
hanced as time goes on and certainly the payment of as- 
sessments for streets, sidewalks and sewers tends to increase 
the value of such property. For a number of years past, unim- 
proved property has increased much more rapidly than have 
the book values, but now the pendulum has swung the other 
way and the question naturally arises as to whether the 
accountant should modify his procedure to fit the actuali- 
ties. Should we arbitrarily stop capitalizing these charges in 
all cases, or should we continue the practice until such time 
as the book value appears to be about equal to the market 
value? If we choose the latter course, what, if anything, 
should be done with capitalized items when a sharp drop in 
real estate values has brought the fair market value of the 
property in question decisively below the book value? In 
other words, when is it proper to stop capitalizing such 
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charges, and is it ever proper to reverse such charges par- 
ticularly if they have been made during the current account- 
ing period? Under accepted procedure, where the unimproved 
property is encumbered by a mortgage, the mortgage interest 
has been capitalized, but where there is no such encumbrance, 
this charge is naturally not present to enhance the book value 
of the property. It seems obvious that we are inaccurate in 
this procedure. Surely if we have two adjoining lots, one 
of which is encumbered by a mortgage, the actual enhance- 
ment in value is the same and the fact that one of them is 
encumbered by a mortgage should not produce a larger book 
value than the other. It appears logical that interest on bor- 
rowed money can have no effect on the value of vacant prop- 
erty and that, therefore, this item should never be capitalized. 
Heretofore it has been capitalized because usually the owner 
wishes to collect his costs in one account as a basis for deter- 
mining the ultimate gain or loss, and not because there has 
been a demonstrable accretion in the value of the property 
whenever such a payment has been made. To a lesser degree 
this applies also to taxes. This is a current charge made to 
defray the cost of local government, and as such it can have 
no bearing on the marketable value of the property. Justi- 
fication for capitalizing this charge can, in the writer’s opinion, 
be found only on the theory that such payments are in the 
nature of deferred charges, to be recouped after the property 
has been improved to produce revenue. Assessments for 
local improvements do, theoretically at least, add a value to 
the property which was not there before. But where the 
book value of the property is at a point equal to or above 
the present market value, there appears no good reason for 
capitalizing even this item, for by doing so the value of the 
asset is thereby overstated. 


The next question is one which is of particular interest 
to the banker at the present time. Banks generally like to 
see the instalment of a mortgage payable which is due during 
the current year among the current liabilities. The remainder 
of the mortgage has heretofore been considered very much 
in the nature of a funded debt. The present unstable con- 
ditions in the realty market make it impossible to determine 
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whether a mortgage falling due in its entirety may be re- 
newed or not. Considering this fact, is it proper to show an 
entire mortgage falling due within the current year as a 
current liability? Almost invariably the mortgage is renew- 
able at least for a part and to that extent it cannot be said 
to be a current liability. Should the accountant assume this 
probability, should he accept the statement of the client that 
it will be renewed in full, or should he meet the situation by 
showing the mortgage as a separate item, with the due date 
added on the balance sheet? The latter appears to be the 
safest method. 

A further question which arises at this time is due to the 
fact that thousands of leases, covering principally loft prop- 
erties, are being compromised. Tenants tell the owners that 
unless the rentals are reduced they cannot continue in busi- 
ness, and the owners accept as much as the tenant can pay. 
Usually these concessions are considered temporary and are 
not embodied in the lease, the theory being that when times 
become better the back rentals will be paid. The question 
arises as to whether the accountant should set the unpaid 
part of the rental up as an accounts receivable and thereby 
credit the income for the full amount of the rental as fixed 
in the lease. The conservative procedure, in the writer’s 
opinion, is to ignore such unpaid rentals and credit income 
with the amount temporarily agreed upon. If the difference 
is paid at some future time, it will constitute income at that 
time. The fact that the tenant must have a rental reduction 
or go out of business is a fair indication that the unpaid 
balance of the rent would be an extremely doubtful asset if 
set up. 

Other questions of similar import arise today in connec- 
tion with real estate accounting. In determining his course, 
the accountant should bear in mind that changed conditions 
frequently call for new viewpoints and that, where doubt 
arises as to what constitutes proper handling in a given case, 
he should be influenced primarily by a desire to reflect true 


_values and real earnings rather than by blind adherence to a 


traditional technique. 
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The Balance Sheet of Building and 
Real Estate Companies 


By Grorcr W. Perper, C.P.A. 
of GEORGE W. PERPER & CO. 


HE assessed valuation for the year 1932 on improved 

and unimproved real estate in the City of New York is 
$19,296,985,571.00. This item alone is sufficient to illustrate 
the magnitude of the real estate business today. 

Real estate is financed largely by means of mortgage loans 
supplied chiefly by savings banks, insurance companies, trust 
companies and title and mortgage companies. By the law 
of the State of New York, these institutions are limited in 
their investments to bonds and mortgages on unencumbered 
real property to the extent of 60% of the appraised value 
thereof. 

With increasing building operations in the last ten years 
and the enhancement of real estate values, it was necessary 
to find other sources for obtaining the necessary funds to 
finance operations. After first mortgage financing had been 
completed and the funds obtained were insufficient to pay for 
the improvements when completed, additional funds would 
be obtained by real estate builders and owners on second 
mortgage loans. Commercial bank credit was resorted to 
in matiy cases to pay for cost of improvements. Such credit 
was generally extended by banks on the strength of uncerti- 
fied financial statements, containing increased real estate 
valuations, predicated upon the officers’ appraisal of the prop- 
erties, and resulting in a large surplus arising chiefly from 
such revaluatioiis of real estate holdings. 

It is common knowledge today that the speculative 
builder, like the market speculator, undertook large building 
operations involving millions of dollars with a nominal in- 
vestment. An examination of the average building and real 
estate company will reveal the fact that its capitalization was 
nominal. Except for the property itself the security for the 
bonds and mortgages by these companies was of little or no 


id 


value. In view of these conditions, it is not surprising to 
find that the real estate business, like the stock market, had 
its share of the period of prosperity. But now, after all other 
businesses have felt the sting of the depression, the real estate 
business is paying the penalty. 

It is not my purpose in this discussion to argue the merits 
of speculative building, or criticize the present day methods 
of financing real estate operations. It is proposed to present 
some accounting problems which are of interest to the pro- 
viders of funds used in real estate operations as well as ac- 
countants who furnish the information to these institutions. 

For the surety companies issuing bonds for completion, 
for the building and loan company providing temporary build- 
ing funds, for the title and mortgage companies dealing in 
bonds and mortgages, for the commercial banks granting 
temporary credit to the real estate concerns, the balance sheet 
of the real estate company is a very important document. 

In a depressed real estate market, numerous foreclosures 
take place. After the property is foreclosed and a deficiency 
in the mortgage obligations result, the mortgagee looks to 
the bond for his additional security. It is then that he resorts 
to the balance sheet for his information. To furnish correct 
uniform information on balance sheet items requires a solu- 
tion first to many important accounting questions. 

In view of the theory generally accepted by accountants, 
that all expenditures paid or incurred, directly or indirectly, 
affecting the improvement, up to the time of completion of 
said improvement are to be capitalized and the contrary view 
taken by the income tax statutes as to interest and taxes 
during construction, as well as commissions and fees paid 
for building or permanent mortgage loans, it is apparent that 
difficulties arise in the handling of real estate accounts and 
the preparation of balance sheets 

Furthermore, under the recent New York Lien Law as 
amended in 1930, an owner, contractor or subcontractor is 
guilty of larceny if he diverts the funds received from building 
or mortgage loans for purposes other than those specified in 
Section 36 of said law. Salaries paid to officers, or office 
help, rent, interest on borrowed money not used for improve- 
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ment cost, taxes and other indirect cost ordinarily capitalized 
and added as cost of improvement by accountants, apparently 
are now excluded from construction cost. No judicial inter- 
pretation of this section has been made to date. Accountants, 
lawyers, builders, material men, and contractors look forward 
with great interest to the first decision in cases about to be 
brought before the courts. 

I do not propose to discuss in detail, at this time, the 
various important items appearing on the balance sheet of 


Suggested Balance Sheet r E 


ASSETS 
Real Estate: 

Plus: Lstimated Cost tO COMIPICIE. 6.0 

(Appraised or market value $ ) 


Current Assets: 

Accounts receivable: 
Rents in arrears (less reserve for bad debts) ........ 
Instalments due on building loan contracts for completed 
Due from affiliated companies—current ..... 


Notes receivable: 
Investment in marketable securities (market value $ ) 


Other Assets: 
Total mortgages receivable (appraised or market 
Securities Of COMPANIES 
Indebtedness of affiliated companies—not current ..... 
Deferred Charges: 
Unamortized mortgage fees and bad discounts ........ ¢ 
Prepaid insurance, taxes and interest ........ ikea eens I 
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real estate concerns, but to present a few of the questions as 
to assets and liabilities that give rise to dispute. 

Real estate generally appears on the balance sheet as one 
item and consists of unimproved and improved properties 
owned in fee or under leasehold, buildings, furniture and equip- 
ment, and improvements under construction. As to the item 
of improvement under construction, is it appropriate to in- 
clude, in addition to the cost of building work completed, 
the estimated cost to complete the improvement provided 


2 Sheet 


1 Estate Corporations 


LIABILITIES 
Mortgages Payable: 

Second mortgage bonds payable 

First mortgage bonds payable (not assumed) ........ 
Second mortgage bonds payable (not assumed) ...... 

Temporary building mortgage loans ...........-e.eee0: 
Less unpaid instalments (not due) ............eeeees 

Total mortgages payable ............. veneers 


Current Liabilities: 

Notes: payable: to. 
Instalments on mortgages payable (current) .......... 
Interest, taxes and accrued items payable ............. 


Obligations Under Contract: 
Estimated amount payable to contractors to complete 
Deferred Credits: 
Rents. received. 10 Advance. ce 
Surplus: 
Arising from revaluation of real estate, etc. .......... 


Contingent liability arising from sale of properties subject to this 
corporation’s direct mortgage bond obligations. Amount of unpaid 
_— $ secured by properties sold at appraised or market 
value 
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the corresponding liability for the estimated cost to complete 
is set up at the date of the balance sheet? 

Shall all real estate be shown on the balance sheet at 
cost, or appraised value or market value, or cost or market 
value, whichever is lower? 

Is it correct to show the total building loan contract re- 
ceivable as a current asset or only the installment due on 
said building loan contract for work actually completed? 

Shall the purchase money mortgages receivable, or other 
mortgages receivable of real estate concerns be shown at 
face value, cost value, appraised or market value? How are 
unamortized mortgage fees to be treated on the balance 
sheet, as a deferred asset or as cost of improvement? 

Mortgages payable of real estate concerns should be shown 
as liabilities and not deducted from the real estate asset. 
Should not the direct mortgage obligations on which the 
company has given its bond, or mortgage obligation assumed 
by it in the purchase of its property, be shown separately 
from indirect mortgage obligations incurred in the purchase 
of properties subject to these mortgages? 

Are building and mortgage loan contracts to appear as 
a contingent liability or a direct liability corresponding to 
the asset side of the balance sheet for installments receivable 
on said contract? Are contractors’ liabilities to reflect the 
total amount of the contract or only the amount due for work 
actually completed; or, would it be more advisable to show 
as a current liability the amount due for work completed 
and as a separate caption on the balance sheet, “Obligations 
under contract” and include therein the estimated amount 
of liability to complete the improvement? 

Should the accountant segregate the current installments 
due on mortgages payable and show them separately as a 
current liability, and also, show as a current liability the 
entire amount of the mortgage obligation, if such obligation 
matures during the current year of the balance sheet? 

Is it the duty of the accountant to ascertain the total sales 
by the client of real estate sold subject to mortgages and 
establish the amount of contingent liability for unpaid mort- 
gage installments by vendee at the date of the balance sheet? 
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Shall surplus item be subdivided into earned surplus and 
surplus arising out of revaluation of real estate holdings? 

These are a few of the questions that merit careful study 
and consideration. 

The writer’s suggestion for a balance sheet for real estate 
corporations is shown on pages 32 and 33. To supplement 
this balance sheet a schedule of real estate holdings should 
be made to include the following subdivisions: 

Size of plot. Location of property. Description of prop- 
erty. Unimproved: (a) Cost; (b) Appraised or market value. 
Improved: (a) Cost; (b) Appraised or market value. Mort- 
gages payable: (a) Mortgagee; (b) Annual installments; (c) 
Due dates, (1) Interest, (2) Principal; (d) Kind of mortgage. 
Annual Rent. Equity; (a) Above cost; (b) Above appraised 
or market value. 


» 
at 
ket 
re- 
on 
1er 
at 
are 
ce 
wn 
he 
ed 
>| 
as 
to 
rk 
ed 
ns ie 
int 
= 
Its 
a 
he 
on 
es 
nd 
t 
rt- 
t? 
t 


i 


THE NEW YORK STATE SOCIETY OF 
CERTIFIED PUBLIC ACCOUNTANTS 


OFFICERS 
MARTIN Second Vice-President 


BOARD OF DIRECTORS 


Eric A. CAMMAN CHARLES E. MATHER 
EMANUEL ENGEL WInFIELD McKEon 
A. S. Feppg N. 
J. Forster Maurice E. PELouBET 
BertrAM GOLDSMITH S. SUFFERN 
VivIAN Harcourt Morris C. TROPER 
B. Hart Mortey S. WoLFE 


FrepericK H. HurpDMAN 


AND THE OFFICERS 
WHO ARE ALSO DIRECTORS 


W. Brows Assistant Secretary 
30 Broad Street, New York City 


COMMITTEE ON PUBLICATIONS 
Morris C. Troper, Chairman 
SAMUEL J. BRoaAp CHARLES B. CouCcHMAN 


ied 
OF CORD 
3) 
OX 
= 
a 
| 
‘A 
d 
of 


Objects of the Society 


“To cultivate, promote and disseminate knowledge and infor- 
mation concerning accountancy and subjects related thereto; to 
establish and maintain high standards of integrity, honor and 
character among certified public accountants; to furnish infor- 
mation regarding accountancy and the practice and methods 
thereof to its members, and to other persons interested therein, 
and to the general public; to protect the interests of its members 
and of the general public with respect to the practice of ac- 
countancy ; to promote reforms in the law; to provide lectures, 
and to cause the publication of articles, relating to accountancy 
and the practice and methods thereof; to correspond and hold 
relations with other organizations of accountants, both within 
and without the United States of America; to establish and 
maintain a library, and reading rooms, meeting rooms and social 
rooms for the use of its members; to promote social intercourse 
among its own members and between its own members and the 
members of other organizations of accountants and other persons 
interested in accountancy or related subjects; and to do any and 
all things which shall be lawful and appropriate in furtherance 
of any of the purposes hereinbefore expressed.” 


—From the Certificate of Incorporation. 
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